By RUSSELL SCHOLL

The International Investment Position of the United States:

THE recorded net international in-
vestment position of the United States
deteriorated $11.3 billion in 1971. As
suggested by the large errors and omis-
sions item in the U.S. balance of
payments, much of the recorded deteri-
oration was due to the fact that inter-
national assets acquired by U.S. private
residents were substantially underre-
ported. Consequently, total interna-
tional assets of the United States
increased only $13.8 billion, but U.5,
liabilities to foreigners rose $25.1 billion,
concentrated in an increase of 1.5,
liguid liabilities to foreign official re-
serve agencies. By yearend 1871, total
assets still exceeded total liabilities by
$57.9 billion, but the liquidity structure
of the U.S. investment position had
worsened measurably.

This article reviews the factors ac-
counting for recent changes in the net
international investment position (table
1), It discusses changes in the composi-
tion of U.S. international assets and
liabilities, particularly changes between
liguid and nonliquid categories (chart
8). Finally, the pattern of change in the
liguidity structure of the investment
position is examined, with special
emphasis on its relationship to the
balance of payments and the suspension
of dollar convertibility in August 1971,

Changes in the nel international
position

Changes in the net international
investment position of the United
States reflect three major factors (table
1). The first is net recorded balance of
payvments capital Aows, which must be
equal, in an accounting sense, to the

Nore~—Bignificant data eontributions were
made by Julius Freidlin, Naney H. Keith,
and E. Seymour Kerber.
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Developments in 1971

sum of the eurrent account (the balance
of goods and services and unilateral
transfers), allocations of SDR, and an
adjustment for errors and omissions.
This adjustment for unrecorded trans-
actions accounts for the difference
between measured changes in our in-
vestment position from recorded net
capital flows and the recorded balance
on current account plus allocations of
SDR. If unrecorded flows could be
identified, part presumably would go
into recorded capital flows, and part
into the recorded current account. The
current account plus allocations of SDR
would then equal net capital flows. A
surplus on the current account, after
adjustment for errors and omissions,
and allocations of SDR tend to improve
the net investment position.

The second factor influencing changes
in the net investment position is rein-
vested earnings of U.8. affiliates abroad
minus reinvested earnings of foreign-
owned affiliates in the United States.
Earnings of U.S, affiliates abroad not
repatriated or credited to the United
States as income (and thus not included
in the current account) improve our
investment position by raising the
value of U8, direet investment over-
seas. The third factor 15 the net change
in valuation of outstanding U.3. in-
vestment abroad and foreign invest-
ments in the United States (including
adjustments for changes in coverage and
statistical discrepancies); these adjust-
ments are also not reflected in the
balance of payvments accounts. Net
changes in wvaluation include adjust-
ments for price changes in the value of
outstanding U.S. and foreign securities.
Also, outstanding assets and liabilities
denominated in foreign eurrencies are
adjusted to reflect altered foreign ex-
change the dollar,

values vis-a-vis

Furthermore, book values of assets and
linbilities are adjusted for direct invest-
ment write-offs of assets expropriated
or gains or losses from liquidations.
Periodically, it is necessary to adjust for
changes in coverage and for new bench-
mark surveys of assets and liabilities.

While the change in the net invest-
ment position, in an accounting sense,
is equal to the sum of the three factors

ST,

International Assets and Liabilities
of the United States
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previpnaly mentioned, it should not be
assmed that capital flows nenessarily
resplt in & chenpe in the net investiment
position. It is clear that if there iz a
capifal cutflow from thoe Unitad Statss
and » corresponding inerease in azcets
but the current accouni (or tha errorg
snd omizsions) ia not affected—i.e. the
outow doez not tead, for instancs, taan
incresse in U.S. exports—than the out-
flow will lead to & corresponding incresge
in lishilities or dearesge in othar assats,
In this cese there will be no changs in
the nei investimant position. Wea essen-
tinlly improva our net inveatment posi-
tion by transferring ahroed real goods
snd services or by reinvesting abroad,
end the pozition is wlso affected by
voluetion changee. Only if an outflow of
capital in & piven year affects tha cur-
tent ncoount in the same yeer will the
outflow, per 2¢, affent that year's chanpgs
in the nei investment position, as for
instence, when an iacrease in axport
orodits lsade to an incresss in exports.
in the longer run, the eifect of cepitel
flows on the current account {and thus
on the net investmant position) is likely
to b much more important.

The recorded change in the net inter-
nstional investment position of the
Unitad States in 1671 was a sharp
detarioration of $11.3 billion. Tha hal-
anes on ecuerent account, in dafisit by
$2.8 hillion in 1971, had an adverse
impaet on our investment position. In
the lats fifties and early sivties, thera
hed baen & current account surplus but
it subsaquently diminished wnd shifted
tc small daficits in 1968 and 196D, ad-
versaly uffecting the net investment
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position. (In 1070, the current account
wes temporerily in surples, due to
favorable eyelical conditions vie-a-vis
other countries.) Not reinvested earn-
ings of $2.8 hillion had = favorable
impact of comparable mognitude on the
nat investment position, and the effects
of SDR allocaticns and net valuation
adjustments were rlso offseiting.

Thus, the 1971 decline In the unt
investment position wes about the same
as the errors and omissions item, which
totaled $10.9 Lillion. The size of these
outflows mirrored the mtensity and
scopa of the movement out of dollars in
1971 stemming from growing expecta-
tions that other major currencies
would appreciate vis-a-vis the dollar,
Part of the unrecorded outflows
probably went to 3he Eurodollar
market, atiracted by high interest rates
resulting from an imoreased demend for
borrowed dollers. Other portions wera
utilized $0 acquire other ssseis overs
seas. [T these sequired assets hoad been
recorded, the inoesse in LS. claims
would hove been Jarger and the de-
teripration in our net investmant posi=
tion woeuld have besn much lass.

An evaluation of the extarnal posgition
of the Unitad States also must take inta
aecount changes in the composition of
17.5. aseate and Kabilitles. Even when
our net investment position improves,
there could be B worsening of its
liquidity structure if U.5. nonliquid
capital outows pre accompanied by a
decline in monelary reserves o an
ineresasga in Jiquid liabilities to forelgners,
capacially to foreign offinial agenocias.
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Changes in U.S, aseots and Habilfties

Total recorded US. assets abrosd
rose $15.5 billion in 1971, resulling from
capita] outflows of $9.5 billion and $4.5
billion in exchange rete, ptice and other
adjustments. A $14.5 billion rise in U.S.
nonliquid assets reflected a continued
strong preferance for longer terrn for-
pign investments by private U.S, resi-
dents, {See chart 33} US, direct
investment abread, increasing 7.8 hil-
lion, aceruniad for half the increment
in nemliquid assets. Of this smcunt,
capital outflows totaled $4.8 billion,
$0.4 hillion sbove the 1970 figure, and
reinvastod earnings were §3.1 hillion, a
#0.2 billion rise. There was = $2 killion
rige in U.S. holdings of foreign secu-
rides, about half of which was ac
counted for by capiisl ocutflows and
aslf by valusbon sdjustments. Non-
liquid baok reported assets increased
$1.3 billion end were another important
element in the incresse in nonliguid
Bssets. Clovernment confrols suoh ss
the Forelgn Direct Investmment Pro-
gram, the Interest Equelization Tex
and the Voluntary Credit Restraint
Program applied to many of these non-
liquid mmeis; increases wers mainly
within expressed guidelibes or in ax-
empt categaries.

Ragorded liquid assats, on the other
hend, fell 30.7 bitkion. Nesrly all of the
$2.3 bilion daclipe in our monetary
reserve assets occurrad before the
Auguat 15 suspension of convertibility
of the dollar into gold or other reserve
gsmata. Fdquid claims on foreipners
reported by banks snd nonbanks rose
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Table §.—~Changee io the Internatbonal Lnvestment Posttlon of the United States Beconclled with Balanes of Payments Copital Flows
[Mane of dolire]

October 1972
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only $1.6 billion, partly offsetting the
decline in reserve assets. The increase
in claims, particularly liquid claims, is
probably substantially understated as

g result of the large unrecorded
outflows,
I A

Liquidity Ratios: Outstanding U.S. Assets
Abroad to Liabilities to Foreigners by

Degree of Liquidity
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Total TS, liabilities rose an un-
precedented $25.1 billion, $22.4 billion
due to capital inflows and $2.7 billion
to price and other adjustments. There
was a $4.3 billion inerease in nonliquid
linbilities, which largely reflected an
increase in foreign holdings of U.S.
securities of $4.4 billion, Half of the
incrense was due to additional purchases
and hall to appreciation in the walue
of existing holdings. A net incresse in
foreign direct investment in the United
States of $0.4 billion reflected the
reinvestment of earnings, more than
offsetting a small capital outflow. The
latter was probably associated with
exchange market developments.

Total liguid liabilities to foreigners
increased $20.9 billion (table 2, line 36).
Liabilities to foreign official agencies
rose $26.9 billion; sales of dollars on the
part of private holders, both in the
United States and abroad, led to this
very large increase. There was a large
reduction of liquid liabilities to private
foreigners, totaling $6 billion, for the
second consecutive year. U.S. banks
further reduced liabilities to their
foreign branches and other foreign
banks, as did U.S. agencies of foreign
banks to their head offices abroad as
.S, interest rates continued to decline.
Dollars were heavily borrowed abroad
by European (especially German) firms
subject to restrictive domestic credit
policies and were converted into other
currencies to finance their business
operations. Dollars were borrowed also
to sequire currencies which were ex-
peeted to appreciate against the dollar.
All these transactions resulted in dol-
lars being channeled to foreign com-
mercial banks in exchange for local cur-
rencies. The commercial banks subse-
quently turned in their dellars to their
central banks, thus contributing to the
large buildup in U.S, liquid liabilities to
foreign official agencies.

In sum, nonliquid assets rose $10.2
billion more than nonliquid liabilities,
but liguid liabilities rose $21.6 billion
more than liquid assets. The deteriora-
tion in the liquidity structure of the
US. international investment posi-
tion—particularly in that part relating
to official U.S. reserve assets and U.S.
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liquid liabilities to foreign official agen-
cies—reached a point where it became
necessary to sugpend dollar converti-
bility into gold and other reserve assets
on August 15, 1871,

Ligquidity structure

To facilitate an analysis of the chang-
ing liquidity structure of the U.S.
international investment  position,
ratios of selected categories of assets
and liabilities are shown in table 4 and
in chart 8. Such an analysis is subject
to limitations because the degree of
liquidity of broad categories of assets
and liabilities, being compared, is not
exactly identical.

An examination of the ratios shows
that mounting payments deficits in
recent years have had the cumulative
effect of eroding our liquidity structure,
Ratio Al is, roughly, the investment
position counterpart of the official
reserve transactions balance in the
payments accounts although the two
indicators do not focus on exactly the
same question. The size of the balance
is not affected by how it is financed, i.e.,
whether there is a change in reserves or
a change in liabilities to foreign official
agencies. The ratio, which compares
U.S. official reserve assets to U.S.
liabilities to foreign official agencies, is
affected by the composition of the
financing. Throughout the early sixties
the ratio was above one but declining.
It dropped to 0.77 in 1967, recovering
for the next 2 years as the official
balance returned to surplus, reflecting
the tight monetary policy in the United
States. However, in 1070 the ratio
declined to 0.59, as U.S. short-term
interest rates declined sharply. The
ratio deteriorated at an accelerated
pace in 1971, as growing expeetations of
a dollar devaluation against other
leading currencies led to a large scale
run on the dollar. Liquid dollar lia-
bilities to foreign official agencies soared
and the ratio fell to less than 0.30 by
mid-1971. From mid-August through
mid-December 1971, there was a con-
trolled float in exchange rates, and
several foreign countries implemented
restrictions on capital movements to
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discowrage inflows of funds. During this
period the deficit in she official reserve
transacéions balance roughly messured
the extent of intervention by foreign
countries to limit appreciation of their
currenciea. As the dollar has been offi-
cially inconvertible into gold and other
reserve assets since August 15, practi-
cally &li this intervention was reflected
in further dollar accumulations by these
coundries. Batio Al reflected this, and
dropped to 0.24 at vearend (where it
remained to June 1972).

The worsening of the situation
through 1971 coan alsc be seen in ratio
A2 This ratio, which is, essantially,
the counterpart in the investrnent posi-
tion of the net liquidity balancs in the
payments acecunts, expands the cover-
oga of 1.5, assets to include privaie
liquid claims in addition to reserves. Ii
compares all thesa liguid mssetz to
linbilifies to foreign official apencies
pnd liquid lishilities to private for-
eigners. This ratic also declined in 1970
and 1971 but to o lesser degrea. The
decline would heve been smaller if
unrecorded acquisitions of private T.5.
elaims on [oreipnera could be tokan into
actount.

Other combinations of assets end
linbilities in table 4 are useful in assesa-
ing long-term developments in put in-
tarnational investment structure. Retic

Bl, for example, compares reported
TIS. short-term assets (nonliquid and
liquid short-term glaims of 11.5. privata
reshdents and US. official reserves) to
short-term lisbilitiea (liquid and bon-
licuid short-term lisbilities to private
Foreigners and oil lisbilities to forsign
official sgencies). A lesser decline in this
ratio than in the monetary ratios is due
to the recent growth in nonliguid
claims on [oreigners. In the lest 2 yeors,
when foreign interest rates were higher
then U.8. rates ond, in the fourth
quarter of 1971 when axport ctedits
wera exempted ifrom the Veluntary
Credit Restraint Progtam, U5 in-
crosses in thess assets exceeded changes
in our nonliquid liabilities.

Ratios B2 and B3 are conoerned with
long-term  e#ssets and lipbilities, and
total nssets and linbilities, respectively.
It is interasting to note thet racio B2,
long-term azeets to long-term linbilities,
hoa bean relatively stable since 1068,
in conitrnst to the worsening of the
short-term ratio Bt. Ratio B3, covaring
total nssets and fotel liabilities is the
meosk comprahensiva of the ratios. Given
tho stability in tha long-term asset and
fiability ratio the decline in B3 is
a=zzocisted with the deterioration m our
recorded shori-lerm imternational in-
veztment position.
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cases, aceounted for more the: two-
fifths of the differentia)l hetween State
pnd aversge U.S. personal income
change. All but two of these States
{Oklohoma and New Mexico) also
registered gaine in monufacturing pay-
ralls that were well above the nafional
average. Florida is the only State in
shis group not dominated by changes in
ferming and maoufacturing, bué hera
most recreation (gervice-Lype) related
activities advonced rapidly. In particu-
lor, service industry payrolls showed
large gninz and construction wns up
markedly.

There were 15 States with weak in-
come petformencs, Of these, there were
eight BStates where income was little
chapged {gnins of three-fourths of a
percent or less): West Virginia, Wyo.
ming, South Carolina, TJish, Maine,
Texas, Colorado, and Oregon. In saven
other States, income dropped by one-
half percent to 2 percent: Louisiana,
Alabamn, Maryland, North Dsakota,
Penneylvania, Alaskn, and Mississippi.
Farm income was off sharply in nine of
thess 15 States, ond menufacturing
payrolls were off or up enly slightly in
13. In three States with weak incoms
performance, losses assogiated with
flooding had o messurable impact.



